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COMMONWEALTH Ot KENTUCKY

BEFORE THE PUBLIC SERVICE COMMISSION

* * - x *

In the Matter of:

GENERAL ADJUSTMENT IN ELECTRIC ) 1
RATES OF KFENTUCKY POWER COMPANY ) CASE NO. 8734 .

O R D E R

Oon March 31, 1983, Kentucky Power Company ("Kentucky
Power") filed its notice with the Commission seeking authority to
increase its rates for service rendered to 1ts customers by $33.1

miilion, or 18.5 percent over normalized test period revenues, to

become effective April 20, 1983, Kentucky Power stated that the

additional revenue was necessary to provide it an opportunity to

earn a reasonable rate of return, service its outstanding debt,

attract additional capital and maintain or improve its credit

ratings.

In order to determine the reasonableness of the request for

additional revenues the Commission suspended the proposed rate

increase until September 20, 1983. Kentucky Power was directed to
give notice to its customers of the proposed rates and the

scheduled hearing pursuant to 807 KAR 5:025, Scction 7. Motions

to intervene were Liled by the Consumor Protoction bDivision in the

Office of the Attorney General ("AG"), the Kentucky Industrial

Utility Customers (“"KIUC"), the Ottice ot Kentucky Logal Services

Programs on behalf ot several residential customers and the

Concerned Citizens of Martin County ("Residential Intervenors"),



and @ilue Diamond Coal Company. These motions were yranted and no

other parties formally intervened.

Public hearinygs were held in the Commission's offices in

Frankfort, Kentucky, on August 2 throuyh 5, 1983, with all parties

of record represented. Briefs were filed by August 24, 1933, and

responses to all data reguests have been filed.
COMMENTARY

Kentucky Power is a wholly-owned subsidiary of the Amorican

Electric Power Company ("AEP") and secrves approximately 142,500

customers in 20 eastern Kentucky counties. In addition to its

retail customers Kentucky Power scrves two municipal power systems
under the jurisdiction of the Federal Energy Regulatory
Commission. Most of Kentucky Power's corporate officers are also
officers of AEP or other AEP subsidiaries,

This Order addresses the Commission's findings and

determinations on issues presented and disclosed in the hearings

and investigation of Kentucky Power's revenue requirements and
rate design. Kentucky Power regquested additional revenue of
approximately $33.1 million and this Order authorizes rates and
charges that will produce additional revenue of $4,224,020. The
revenve requested in this case included more than $20 million
associated with the request for a cash return on Construction Work
in Progress ("CWIP") and the exclusion ot Allowance tfor Funds Used

During Construction ("AFUDC") ecarnings trom the determination of

revenue requirements, The recguest also included approximately S1
million in additional revenues as the return on an investmant in
land to be used for a tuture gencrating plant in Lewis County,
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Kentucky. The Commission's denial of these requests and the $3.1
million in additional revenue disallowed due to the lower rate of
return granted herein are the primary reasons that the increase
granted is significantly less than the amount requested,

TEST PERIOD

Kentucky Power proposed and the Commission has accepted the

12-month period ending December 31, 1982, as the test period for

determining the reasonableness of the proposed rates,. In
utilizing the historic test period the Commission has given full
consideration to appropriate known and measurable changes.

CASH RETURN ON CWIP

One of the primary issues in this case is Kentucky Power's
regquest to earn a cash return on the test ycar-~end CWIP associated
with the Rockport Generating Plant (" Rockport”) and ttie

Jefferson-Hanging Rock 765-KV transmission line ("transmission

line"). Kentucky Power proposed to continuc accruing AFUDC on the

incremental CWIP added subsequent to the test year. Historically,

Kentucky Power has not earned a current cash return on CWIP in its

rate base, but rather, has offset the CWIP included in rate base

with the accrual of AFUDC,

Essentially, there are two reyulatory moethods by which a

utility can recover the capital costs associated with the

construction of new facilities: either allow a curront. cash

return on CWIP or permit the accrual ot AFUDC which increases the

installed cost of the tacilities and provides a future cash return

after the plant goes into service. This Commisssion has allowed

touisville Gas and Flectric Company ("LG&E") and Kentucky
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Utilities Company ("KU") a current cash return on CWIP while
Kentucky Power has been permited to accrue AFUDC.

Kentucky Power has not requested rate-making treatment
similar to that afforded LG&E and KU in that Kentucky Power has
asked to continue to accrue AFUDC on CWIP additions made
subsequent to the test year, Such trcatment of CWIP is more
favorable than the treatment atforded LG&E and KU and has no
precedent in Kentucky. Historically, this Commission has allowed
the utilities it regulates the option of earniny a cash return on
CWIP or accruing AFUDC, No utility has been permitted to employ
both of these rate-making treatments simultaneously. In Case No.
6906, General Adjustment of Electric Rates of Kentucky Utilities
Company, KU was permitted to discontinue the accrual of AFUDC;

however no additional revenues were granted to compensate for the

accountiny change.

The rate-makinyg treatment of allowing a cash return on CWIP
would increase cash flow and improve Kentucky Power's financial
condition while increasing the current cost to ratepayers. When
there is no accrual of AFUDC this current cost increase |is
somewhat offset in the future by a smaller future earninygs base,
thereby reducing the maygnitude of future rate increases. The
continued accrual of AFUDC, as recquested by Kentucky Power, would

produce a largor carnings base which would mitigate some of the

future benefit to ratepayers.,

Wwhen asked whether Kentucky Power would prefer to continue

to accrue AFUDC or receive a current return on CWIP without



accruing AFUDC, as LG&E and KU are permitted to do, Mr. Joseph H.
Vipperman, Vice-President and Controller of the AEP Service
Corporation, stated that Kentucky Power would prefer to continue

accruing AFUDC without a current cash return.i/

The Commission finds that it would be unfair, unjust and
unreasonable to require Kentucky Power's customers to pay a
current cash return on CWIP while allowing Kentucky Power to
continue to accruc AFUDC, Conseqguently, Kentucky Power's request
must be denied.

Furthermore, the rate-making treatment of allowing a
current cash return on CwWIP is based on the assumption that since
ratepayers will eventually be required to pay construction costs,
it is beneficial to both the ratepayers and the utility for the
recovery to start prior to completion of construction, In this
case, the Commission would be unable to authorize such regulatory
treatment for either Rockport or the 765-KV transmission line
because there is evidence to indgicate that the underlying
assumption may not be correct. Regarding Rockport, the Commission
has recently ordered further hearings in Case No. 8271,

Application of Kentucky Power Company ¥For a Certificate of Public

Convenience and Necessity. This could result in a modification or

even denial of a certificate of public convenience and necessity.

Reyarding the 765-KV transmission 1line, the Commission has

recently initiated Case No. 8904, An Investiygyation of the

Necessity and Usefulness of and the Cost Responsibility for the
Hanging Rock -~ Jetterson 765-KV Transmission Line Under

Constrution by Kentucky Power Company. It would be improper and
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premature to roequirce Kentucky Power's ratepayers to pay any

construction costs associated with these projects until the

Commission has concluded Case Nos. 8271 and 8904.

On June 23, 1983, the AG filed a motion requesting that any

rate increase associated with Rockport-related CWIP be placed in
effect subject to refund pending a final determination of Case No.
8271. On July 6, 1983, Kentucky Power filed a response objecting
to the AG's motion, Based on the Commission's findings that
Kentucky Power should not be allowed a current cash return on

CwiP, there will be no associated rate increcase. Consequently,

the AG's motion is hereby overruled as beinyg moot.

HANGING ROCK~JEFFERSON TRANSMISSION LINE

Oon August 12, 1983, the AG filed a motion and memorandum

regquesting the Commission to initiate an investigation of Kentucky
Power's need for the 765-KV transmission line which was authorized
to be constructed on May 17, 1974, in Case No. 6019, Application
of Kentucky Power Company For a Certificate of Public Convenience

and Necessity Authorizing It To Construct Additional 765~KV

Transmission Facilities. - The certitficate authorized Kentucky

Power to construct 155.1 miles of 765-KV transmission line from
the Hanging Rock Station of Ohio Power Company to the Jefferson

Station of the 1Indiana and Michigan Electric Company ("Hanging

Rock-Jefterson"). The AG's motion also requested that Kentucky

Power be required to show cause why the certiticate isasued in Case

No., 6019 should not bhe revoked.
The AG maintains that Kentucky Power's need for tLhe
transmission line should bhe reviewed due to significant increases
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in construction costs resulting in "a dramatic and unexplained
change in the evidence which formed the basis for issuance of the
certificate."z/ In 1974, Kentucky Power's Executive Vice
President, Mr. Waldo S, Laron, testified in Case No. 6019 that the
estimated construction cost was $55 million and that reimbursement
would be received for 95 percent of both the construction cost and
operation and maintenance c¢xpenses, Mr. Robert E. Matthews,
President of Kentucky Power, testified in this case that the
estimated construction cost is now $123 million and that Kentucky

Power would be responsible for 100 percent' of both the
construction cost and operation and maintenance expenses. The
discrepancies regarding the recovery ot these construction costs
were discovered and brought to the Commission's attention by
Mr. Bruce Abel, counsel tor KIUC.

Oon August 22, 1983, Kentucky Power ftiled a memorandum
setting forth three arguments in opposition to the AG's motion.
Kentucky Power's first argument is that the AG's motion can not be
considered in this case because it is inappropriate to adjudicate
issues regarding certificates of convenience and necessity in a

rate proceeding. See American District Tel. Co. v, Utility

Regulatory Comm*n, Ky. App., 619 S.W.,2d 504 (J981).

Kentucky Power's sccond argument is that KRS 278,020 merely
prohibits a utility from beginning construction without obtainingy
a certificate. Conseguently, Kentucky Power maintains that it
would be meaningless tor the Commission to revoke the certiticate

now that construction is substantially complete.



Kentucky Power's third argument is that it is entitled ton
earn a return on property properly includable in rate base
irrespective of a certificate of public convenience and necessity.

Oon August 25, 1983, the AG tiled a reply disagreeinyg with
the arguments set forth in Kentucky Power's memorandum. The
Commission is of the opinion that Kentucky Power's need for the
Hanging Rock-Jefferson 765-KV transmission 1line and Kentucky
Power's recent disclosure that it will not receive 95 percent
reimbursement of the construction cost and operation and
maintenance expenses are issues that should be investigated in a
separate proceeding.

VALUATION

Kentucky Power presented the net original cost and capital
structure as valuation methods in this case. The Commission has
given due consideration to these and other elements of value in
determining the reasonableness of the proposed rates.

Net Original Cost

Kentucky Pcwer proposed a test year-end jurisdictional rate
base of 5445,373,406.3/ As a part of the year-end rate base
Kentucky Power proposed to include $6,392,847 of plant held for
future use which represents an investment in land in Lewis County,

Kentucky, for a future power plant site, The AG, through its

witnouw, Mr, Robert Henken, of the Georyctown Consulting Group,
recommended that this investment be excluded from rate base due to
its speculative natur*.i/ This land was purchased in 1277 and
until August 1982 was recorded as an investment held in the name
of ¥Franklin Real Estate Company.
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The transfer of this amount from the Franklin Real Estate
account is conspicuous by its timing relative to the issuance of

the Commission's Order in June 1982 in Case No. 8429, General

Adjustment in Electric Rates of Kentucky Power Company, wherein
the Commission disallowed an adjustment to include the investment
in Franklin Real Estate in rate base. While Kentucky Power has

testitied that it has a plan for the use of this property, the

fruition of this plan 1is questionable, The earliest possible
in-service date for a generating plant at this site is 1992, and
if and when a plant is built Kentucky Power will own only a
partial interest in it, Given these considerations, and being
mindful of the 43 percent reserve capacity of the AEP System, the
Commission is of the opinion that it would be improper for
Kentucky Power ratepayers to bear any costs related to this
investment. Therefore, an adjustment has been made to reduce raté
base by $6,302,847.

Kentucky Power proposed adjustments to retlect the
depreciation expense adjustment in the accumulated provision for
depreciation and to reflect its proposed expense adjustments in
the calculation of the allowance for cash working capital.é/ The
Commisaion concurs with the adjustment to the accumulated
provision for depreciation and has moditicd the adjustment to
working capital to reflect the pro forma operating expenscs
allowed herein,

The AG proposed to reduce Kentucky Power's proposed rate
base by the amount of accounts payable associated with CWIP and
Materials and Supplies at the end of the test year. Mr. Henkes
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stated that "such payables essentially represent a semi-permanent

type of financing by the Company's vendors (not investors) because

such payables continually exist."ﬁ/ The Commission agrees that

accounts payable are a temporary, cost-free source of funds;
however, the Commission is concerned with Kentucky Power's total
investment and capital requirements, not just its accounts
payable. wWithout an analysis to determine overall capital
requirements, it is neither appropriate nor mecaningful to isoclate
Kentucky Power's accounts payable to determine its rate base.
Therefore, the Commission has not accepted the AG's proposal.

The AG also proposed to reduce Kentucky Power's rate base
to eliminate the amounts of CWIP financed through contributions or
for which Kentucky Power would be reimbursed by others.l/ The
guestion of CWIP financed through contributions was settled by
Kentucky Power's correction of a schedule on which CWlP had
erroneously been incrcased rather than decreased for the amount of
contributions received.g/ The Commission is of the opinion that
the concept of the AG's adjustment to construction work for which

Kentucky Power would be reimbursed has merit; however, absent an

analysis of the ongoing balances in this account and the long-term
level of reimbursoments made to Kentucky Power, the proposed

adjustment is not sufficiently known and measurable to be

acceptable for rate-making purposes.

The AG proposed an adjustment to reduce the rate base by
$3,659,035 to reflect a reduction to Kentucky Power's coal
inventory from the ycar-end level of 594,645 tons to 510,000 tons,

the approximate average ot the past S years. The AG also endorsed
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Kentucky Power's proposal to price its inventory at the averagce

price per ton for purchases made during the last month of the test

year, December 1982, Mr. Henkes, who sponsored the adjustment,
stated that this was consistent with the Commission's position in

Kentucky Power's most recent rate case.g/ In that case the

Commission stated:

. . « the Commission will review the level and value
of fuel inventory on a case-by-case basis and
determine whether an adjustment is appropriate. In
adjusting the fuel inventory the Commission will use
the weighted average cost per ton of coal at the end
of the test period to adjust the cost ot the

additiona}oiupply regquired or the reduction in cost
required.

The Commission has not established a fixed value of inventory
based on average purchases during the last month of the test

period, contrary to what Mr, Henkes indicated. 1In this proceeding

the Commission has reviewed and evaluated the year-end coal

inventory and has determincd that no adjustment is necessary.

Also, as stated in the prior case, the Commission has priced the

inventory at the weighted average inventory cost per ton at the
end of the test year,. Although the level of coal inventory has
not becn adjusted the Commission 1is concerned that Kentucky

Power’'s targcet coal inventory level of approximately 644,000 tons

or a 75-day Supply,ll/ was determined only by the experience of

the American Electric Power Systum,lz/ as cvidenced by Kentucky

Power's monthly coal status graph.ll/ Furthermore, it appecars
that Kentucky Power does not consider the relevant costs

associated with its c¢oal inventory 1in the determination of its

target coal inventory level, The Commission acknowledges the
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steps taken by Kentucky Power to manage its coal inventory but
there is room for improving its management effort, In particular,
the Commission expects Kentucky Power to develop a formal
cost-benefit analysis of its coal inventory 1level (inventory
model}) and to incorporate such an analysis into future rate
applications in support of its target coal inventory level.

All other elements of the net original cost rate base have
been accepted as proposed by Kentucky Power. The nct original
cost rate base decvoted to Kentucky jurisdictional electric service

is determined by the Commission to be as tollows:

Utility Plant in Service $449,481,863
Construction Work in Progress 106,579,639
Plant Held for Future Use 81,247
Total Utility Plant $556,144,749
Add:
Materials and Supplies $ 33,762,026
Prepayments 160,637
Cash working Capital 19,290,787
Dumont Test Site 445,710
Subtotal § 53'659'16()
Less:
Accuriulated Depreciation $116,823,309
Customer Advances and Deposits 3,837,631
Accumulated Deferred Taxes 50,296,326
Subtotal $170,957,266
Net Original Cost Rate Base $438,846,643

Capital Structure

Kentucky Power proposed adjustments to its test year-end
capital structure to exclude its investment in property held in
thie name ot IFranklin keal Esrtate and Lo exclude its ilnvostimont in

non-utility property., Kentucky Power also proposed adjustments to
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reflect the repricing of its coal 1inventory at the average
December 1982 purchase price and to reflect its proposal to allow
a cash return on CWIP, The resulting adjusted jurisdictional
capital structure of $439,526,332 reflected capital ratios of
54.26 percent lony-term debt, 9.66 percent short-term debt and
36.08 percent common equity.li/ Mr. James A. Rothschild ot the
Georgetown Consulting Group, witness for the AG, recommended a
hypothetical capital structure with ratios ot 50 percent long-term
debt, 5 percent short—term debt and 45 percent common equity.lé/
Mr. Rothschild stated in his prepared testimony that Kentucky
Power's capital structure contained too much debt and his proposecd
capital structure was a step toward the 50 percent debt, 10
percent preferred stock and 40 percent common equity ratios
Kentucky Power would try to achieve in the future.lﬁ/ At the
heariny, Mr. Rothschild stated that his proposed hypothetical
capital structure would be more costly to ratepayers in the
short-run and that it might take ftrom 10 to 20 ycars tor the lower
cost of the hypothetical capital structure to be realized.ll/

The Commission has accepted the adjustments proposed by
Kentucky Power to exclude the non-utility property and the
property held in the name of Franklin Real Estate., However, the
Commission has not accepted Kentucky Power's remaining adjustments
to the year-end capital structure.

As was stated in the Commission's Order in Case No. 8429,
the objective in determining a ycar-cnd rate base is to establish
the value of investment in utility property at a specific point in
time.lﬁ/ Repricing the entire coal inventory at the year-end
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purchase price in etftfect results in going beyond this specitfic
point in time, which is established by thé test period. The
Commission continues to be of the opinion that pricing the coal
inventory at the year-end weighted average cost results in the
best match of revenues, rate base and capitalization and, absent
persuasive evidence to the contrary, has not accepted the
adjustment to reprice the coal inventory at the year-end purchase
price.

Kentucky Power proposed, as its final adjustment to
capital, to eliminate the CWIP subject to AFUDC accrual and then
add back the CWIP associated with Rockport and the transmission
line.lg/ The purpose of this adjustment was to include in capital
only the CWIP on which a cash return was being requested, namely,
the Rockport and transmision line CWIP. The requested cash return
on the Rockport and transmission line CWIP has not been allowed,
and therefore, the proposed adjustment to capital is unnecessary
and has not been accepted.

The Commission has given careful consideration to
Mr. Rothschild's hypothetical capital structure and is of the
opinion that it should not be adojted for rate-making purposes.
The hypothetical capital structure would replace lower cost debt
capital with relatively higher cost equity capital and would
unduly increase the cost of capital to the ratepaycr. In recent
electric utility rate cases the Commission has determined that
common eqguity ratios ot 38.1 percent and 39.46 percent were
roasonahlezg/ and Kentucky Power's year-~-cnd common cguity ratio of
36.23 percent is certainly comparable,
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Taking into consideration the accepted adjustments the
Commission has determined Kentucky Power's jurisdictional capital

structure for rate-making purposes to be as tollows:

Amount Percent
Lony—term Debt $236,318,547 54.48
Short—-term Debt 40,297,344 9.29
Common Equity 157,155,304 36.23
Total $433,771,195 100.00

In determining the capital structure the Commission has
used the actual year-end capital ratios. The JDIC of $27,344,583
has been allocated to each capital component on the basgis of the

ratio of each component to total capital structure excluding JDIC.

In accordance with the determination in the previous section

regarding the Lewis County plant site, the Commission has reduced
Kentucky Power's capital structure by $6,320,847. This reduction
has been allocated to the capital structure based on the existing

ratios of the capital structure components,

REVENUES AND EXPENSES

buring the test year Kentucky Power had Kentucky
Jurisdictional net oporeting income ot $44,512,841. In order to
reflect more current operating conditions, Kentucky Power proposcd
several adjustments to its test period revenues and expenses which

resulted in adjusted net operating income of 341,351.529.21/ The

Commission is <f the opinion that the proposed adjustments are

generally proper and acceptable for rate-making purposes with the

following exceptions:
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Sales Growth

Kentucky Power did not propose an adjustment to reflect
growth in sales above the test year level, However, Mr. Henkes
did propose an adjustment to revenues and expenses based on
customer growth experienced during the test year., Mr. Henkes also
recommended that the Commission require Kentucky Power to pertorm
sales normalization adjustments to reflect sales levels under
"normal" weather and economic conditions.

The Commission is of the opinion that Mr., Henkes' proposed
adjustment to reflect customer growth has not been adequately
supported. Mr. Henkes' adjustment does not recoygnize any customer
shifts between rate classes nor does it reflect whether changes in
usaye patterns or 1load characteristics have been considered.
Furthermore, the proposed adjustment reflects only incrcases in
fuel and customer service expenses while giving no recognition to
other operating expenses that could be affected by increased sales
to additional customers. Although the Commission endorses the
intent of Mr. Henkes' adjustment, his methodology 1is not
acceptable.

The Commission finds no compelling reason to require
Kentucky Power to make sales normalization adjustments based on
"normal" weather and cconomic conditions, Kentucky Power's test
year retail sales declined only 1.6 percent from the previous
year, a year in which sales rcached the highest level in Kentucky
Power's  history. The objective of a sales normalization
adjustment is to reflect a reasonable level of sales on which to
base rates and in this instance the AG has failed to show that the
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test year level of sales was abnormal or unreasonable,. The
Commission is of the opinion that, considering the state of the
economy and current trends of reduced annual load growth in the
electric utility industry, the type of adjustment the AG is
recommending would not be sufficiently known and measurable and
therefore would not be appropriate for rate-making purposes,

Major Storm Damage Expense

During the test year Kentucky Power incurred $260,518 in
expense for repairs due to major storm damage. The AG proposed an
adjustment to reduce this expense to a normalized level based on
Kentucky Power's historical expense levels. To calculate this
adjustment Mr. Henkes used the same constant dollar index utilized
by Kentucky Power in determining its proposed adjustment to plant
maintenance expense and calculated an averaye annual expense, in
current dollars, of $85,567. After applying a jurisdictional
factor of .990 Mr. Henkes proposed an adjustment to reduce the
expense by $173,201.22/

While the test year expense level of $260,518 was the
greatest incurred by Kentucky Power since 1975 when it began
grouping storm~related coats for rep.orting purposes, the
Commission is of the opinion that Kentucky Power's internal labor
cost should not be included in determining the adjustment,
Kentucky Power's witness, Mr, C. K, Boyle, Accounting Manager ang
Assistant Treasurer, testified that, "Thecy are not incremental
costs . . . They are |[for] people that are on the payroll before
the storm occurs and are on the payroll after the storm
occurs."zé/ Furthermore, there is no evidence in the record which
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reflects that Kentucky Power's total labor cost was higher due to
the level ot major storm damage expensce incurred during the test
year,

Excluding Kentucky Power's internal labor cost the amount
of test year storm damage expense was $53,652 and its average
annual expense, in current dollars, is $26,39Y8. This modification
of Mr. Henkes' proposal results in an adjustment, for Kentucky
jurisdictional operations, to reduce operating expenses by $26,981
for rate-making purposes.

Big Sandy Plant Maintenance Expense

Kentucky Power proposed an adjustment of $1,350,089 to
increase Kentucky jurisdictional production plant maintenance
expense to a "levelized" amount, The eftect of the proposed
adjustment is to reflect a total of $10.7 million of production
plant maintenance expense for determining revenue reqguirements.
Mr. Herbert Bissinger, Assistant Manaygyer - Plant Maintenance
LDivision ot the Amcrican Electric Power sScervice Corporation,
sponsored this adjustment and explained that the purpose of the
adjustment was to levelize the test year expense in order to
render it representative for purposcs of designing rates.gi/

In calculating the proposed adjustment Kentucky Power
adjusted the actual maintenance expenses for the period from 1970
through 1982 to retlect 1982 dollars and then developed a
regression line of those expenses., This methodoloygy was intended
to retlect an onyoing level ot expensc anu climinate the over- or
under-rocovery that could occur if rates were basod on  an
abnormally high or low test year level of expense,
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In analyzing the proposed adjustment, the Commission's
primary concern is that a reasonablc level of cost associated with
production plant maintenance be included in Kentucky Power's
revenue requirements. Kentucky Power's average annual maintenance
expense for the past 13 years is $6.1 million while the average
expense for that period, restated in 1982 dollars, is $9 million
annually, For the 5 most recent years, including the test year,
Kentucky Power's average annual maintenance expense is $8.9
million and never has Kentucky Power incurred an annual level of
production plant maintenance expense as great as the $10.7 million
it proposes in this proceeding,. Furthermore, after adjusting to
1982 dollars, only 2 of the past 13 years reflect expense levels

as yreat as $10,7 million,23/

Mr. Bissinger testified that the age of the plant and
increased environmental, health, and safety standards have
contributed to recent increases in maintenance ecxpense and these
items were factored into the determination of Kentucky Power's
ongoing maintenance expense through the use of the regression
line.gﬁ/ No evidence was introduced demonstrating the impact of
these factors on the regression analysis, nor does the proposed
adjustment attempt to gquantity the portions of the test ycar
expense related to cyclical maintenance, ongoing maintenance, or
extraordinary maintenance. Considering the types ot unscheduled
maintenance rcguired trom timec to time, such as the test year
maintenance required due to the problems with the force dratt tan
at Kentucky Power's Big Sandy Unit No. 2, the Commission is of the

opinion that an adjustment to normalize or levelize power plant
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maintenance expense should address cach type of maintenance
individually.

In Case No. 8429 Kentucky Power was allowed to include its
test year plant maintenance expense of approximately $10.2 million
in the determination of rcvenue reyuirements. with $9.3 million
in expense during the test year in this case, it could be argued
that Kentucky Power has over-recovered its expense by $900,000.
However, as was pointed out during the cross-examination of Mr,.
Bissinger, for as lony as Kentucky Power continues to seck rate
relief on a frequent basis any over- or under-recovery of
production plant maintenance expense should be short-lived and
easily adjusted in the following rate proceeding. Kentucky Power
is currently in an oft-peék period reygarding 1its cyclical
maintenance and will not reach its cyclical peak until 1985, by
which time it will have almost certainly filed another rate
application with the Commission. Under these circumstances, the
Commission is of the opinion that the proposed adjustment does not
render the test jperiod expense represcntative for rate-making
purposes hut projects a level of expense not likely to be incurred
during the period the rates granted herein will be in effect. For
the reasons listed herein, the Commission has not accepted the
adjustment proposed by Kentucky Power for production plant
maintenance cxpense but will allow for rate-making purposes the
test ycar expense of $9,336,274.

Employee Related Expenses

Kentucky Power originally proposed an adjustment of
$1,110,467 to annualize its test year-end employco componsation
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expenses, In response to the AG's and the Commission's data
requests, Kentucky Power made several changes in its calculations
which reduced the proposed adjustment to $911,087. The Commission
has made an additional adjustment to reflect a revision in the
calculation ot federal unemployment tax expense, The need ftor
this revision was pointed out by the AG at the public hearing,
This revision reduces the adjustment by an additional $1,293 to
$909,794 which is the amount included in the dctermination of
Kentucky Power's revenue requirements.

The adjustment allowed herein reflects compensation levels
as of December 1982 at which time Kentucky Power froze salaries
and wages in response to eocnomic conditions existing at that
time. The Commission is encouraged that Kentucky Power recognized
the need for such measures and took appropriate action.

Parent Company Tax Loss

Historically, AEP has gyenerated significant tax losses

which are allocated to the AEP subsidiarics. In previous rate

cases Kentucky Power reflected these tax losses in its cost of
service, thereby reducing cost o1 service; however, 1in this
proceeding Kentucky Power proposed to reverse this position and

not reflect its share of the AFP tax loss in its cost of service.

Mr, WwWilliam N. D*Onofrio, Assistant Treasurer-Trecasury Staff ot

American Electric Power Seorvice Corporation, stated that, "the
Company's jurisdictional ratepayers have not paid tor the expenses

which have generated the subject tax loss. It follows, therefore,

that the ratepayers should not reap the tax benefits associated

with such expenses."gl/
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The Commission finds Mr. D'Onotftrio's arygument to be
unpersuasive. AEP, as a parent company, incurs little, it any,
expenses unrelated to the operation ot its subsidiaries,
Likewise, AFP g¢generates 1little revenue not related ¢to the
operation of its subsidiaries. As Mr., Gerald P. Maloney,
Vice—-President and Director of Kentucky Power and Senior
Vice-President of the Amecrican Electric Power Service Corporation,
stated,

The total amount ot dividends received by AEP from

Kentucky Power and the other operating subsidiaries of

the AEP System is approximately egual to the dividend

that AEP, in turn, pays on its common stock plus the

parent company's operating expenses, The jarent

company, Amcrican Electric Power Company, has no other
signifiig?t source of revenue other than this dividend
incone ,~—

In the simplest of terms, AFP exists because of its
subsidiaries, and the benefits and costs incurred by AEP flow down
to those subsidiaries. It would be improper tor the causer of
AEP's costs, the Kentucky ratepayer, to not receive the benefits
of said costs, namely the AEP tax loss. Therefore, the Commission
has made an adjustment of $349,00032/ to reduce Kentucky Power's
federal income tax expense to reflect the tax loss generated by

AEP.

Normalization ot Book/Tax Timing Differences

Mr. D'Onofrio testified that in recent years Kentucky Power
hag moved closcr to  full normalization ot hook/tax timing
differences and in this proceeding he requested that the
Commission allow Kentucky Power to complete this normalization to

reflect the change to <clearing accounts and uncollectible
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accounts, ‘the Commisalon is ot the opinion that it is appropriate
to normalize these timing difterences and therefore has approved
Kentucky Power's reguest to implement such accounting coincident
with the issuance of this Order.

Charitable Contributions

Kentucky Power proposed an adjustment to increase operating
expenses by $31,061 to reflect, in its cost of service, the
expense for charitable contributions madc during the test ycar.
Mr, Boyle stated that these contributions were a necessary part of
being a responsible corporate citizen and show that Kentucky Power
cares about its service area.ig/ Mr. Boyle, however, did not
present any substantive evidence that these contributions benefit
Kentucky Power's customers. The Commission has consistently
denied the inclusion of charitable contributions as an operating
expense for rate-makinyg purposes and tinds that Kentucky Power has
presented no evidence in this proceeding to cause a departurc from
this policy. Therefore, the proposed adjustment has been denied,

Capacity Equalization Charges

Both Kentucky Power and KIUC addressed the issue of
capacity charges in their post-hearing briefs, Kentucky Power
cndeavored to point out that the capacity charges were a
requirement of membership in the AEP System pool and that this
cost was outwcighed by tho many benetits Kentucky Power receives
as a member of the j.00l. KIUC argued that, in light of testimony
presented in thisg case concerning Kentucky Power's ability to meet

its capacity nceds throuygh the purchase of 5-year firm power, only
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the test year expense should be allowed without an adjustment to

normalize the increase in cost incurred during the test year.ll/
The Commission is not persuaded by KIUC and will allow the

adjustment proposed by Kentucky Power. lHHowever, as Kentucky

Power's expense for capacity charyges continues to increase the

Commission will continue to monitor these charges, as well as the
other costs incurred by Kentucky Power due to its membership in
the AEP pool, The Commission will also monitor the cconomic
benefits of Kentucky Power's membership in the pool to insure that

Kentucky Power and its ratepayers continue to benetit from its

membership,

Interest on Customer Deposits

Kentucky Power proposed to reflect interest on customer
deposits in the cost of service as an above-the-line item. This
is consistent with the treatment of this cexpense in previous cases
and insures the rccovery of this cost, None of the intervenors
objected to this proposal; however, the AG recommended that this
item be classified as a non-operating expense for purposes of
calculating cash working capital.éz/ The Commission is of tLho
opinion that interest expense, by its very nature, should not be
included 1in the determination of cash working capital, and
therefore, has implemented the AG's recommendation. Althouygh the
test year intcrest expense of $182,516 is reflected as an
operating expense in Kentucky Power's income statement, it has not

been included in the determination of cash working capital.
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Adjustment to AFUDC

Based on its request to receive a cash return on CWIP,
Kentucky Power proposed an adjdstment to reflect no AFUDC as
income on its pro forma operating statement. Inasmuch as the
requent has heen denied, the Commission, in accordance with past
policy, has adjusted AFUDC based on the overall rate of return
allowed herein and the test year-end balance of CWIP subject to

AFUDC. This results in an adjusted lcvel of AFUDC of $13,050,005

which reflects an increase of $3,488,167.

Interest Synchronization

Kentucky Power proposed an adjustment to reduce state and

federal income taxes by $3,950,136 to reflect the pro forma

increase in annual interest expense. In determining the amount of

the adjustment Kentucky Power applied long-term and short-term

debt interest rates of 10.39 percent and 13.17 percent,

respectively, to the adjusted level of these capital components
exluding any allocation for JDIC. Kentucky Power contends that
the Commission's practice of assigning JPIC to all components of
the capital structure and treating the interest cost associated
with JD1C debt capital as a deduction in computing federal income
tax expense may violate the requirements of the IRS regulations

regarding the job development credit, As  support tor {ts

position, Kentucky powcr cited the July 29, 1983, opinion of the

Kentucky Court of Appeals, which upheld the Franklin Circuit Court

in its ruling against the Commission on the JDIC issue in the case

of Continental Telephone Company v. Public Service Commission,

Civil Action No, HI-CI-146] (1982}, Howcver, as a final ruling
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has yet to be made in that proceeding, the Commission does not

consider the ruling of the Franklin Circuit Court to establish a

binding precedent at this time.

The Commission finds Kentucky Powver's argument to be
unpersuasive and is of the opinion that its treatment of JDIC is

consistent with IRS Regulation 1,46-6(3) which requires that JDIC

receivo the same overall return allowed on common equity, debt and

preferred stock equity. The regqulation requires that JBIC b

treated as though 1t were provided by preferred shareholders,
common shareholders and creditors. The Commission 1is of the

opinion that its treatment of Jpic complies with these

requirements, Thercfore, in accordance with its past practice the

Commission has detormined the adjustment by applying the embedded
cost rates applicable to long~term debt and short-term debt to the

JDIC allocated to the debt components of the capital structure.

Using the adjusted capital structure allowed herein, the
Commission has computed, tor state income tax purposes, an

interest adjustment of $2,648,798 and a reduction in taxes of

$158,928. For federal taxes, the Commission has computed interest
net of the Allowance for Borrowed Funds Used During Construction

("ABFUDC") since Kentucky Power is now normalizing the tederal

income tax etftfect of ABKFUDC, Using the year-cnd balance of Cwip

subjcct to ABFUDC of $65,998,838 the Commission has computed an
interest adjustment ot $1,966,412 and & reduction in income taxes
of $831,443.

Based on its requested cash return on CWIP Kentucky Power

proposed an adjustment to increase deferred federal income taxes
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by $77,680 to reflect a decrease in AFUDC tfeecdback. Since the
Commission has allowed Kentucky Power to continue to accrue AFUDC
rather than earn a current cash return on CWIP no AFUDC feedback
adjustment is necessary, and therefore, the adjustment proposed by
Kentucky Power has not been accepted.,

After applying the combined state and federal income tax
rate of 49.24 percent to the accepted pro forma adjustments, the

Commission finds that operating income should be increased by

$8,172,236 to $52,685,077.

The adjusted net operating income is as follows:

Actual Adjusted

Test Year Adjustments Test Year
Operating Revenuces §170,362,763 $ 8,377,585 $178,740,348
operating Expoensoes 135,411,760 3,693,516 139,105,276
AFUDC Offset 9,561,838 3,488,167 13,050,005
Net Operating Income $ 44,512,841 $ 8,172,236 $ 52,685,077

RATE OF RETURN

Kentucky Power's embedded cost of long-term debt for the
end of the test ycar was 10.39 percent, The embedded cost of

short-term debt for the end of the test year was 13.17 percent.

Mr. kothsachild proposcd to use 8 12 percont cost tor short-torm
debt because the embedded cost was unrealistically high.ll/ At
the hearing Kentucky Power updated its calculation of the embedded
cost of short-term debt through June 30, 1983, and arrived at a

12-month average cost of short-term debt of 10.77 percent.gi/ The

Commission is of the opinion that the 10.39 percent embedded cost




of long-term debt and the 10.77 percent cost of short-term debt
are reasonable.

Mr. Charles A. Renore, First Vice-President and member of
the board of directors of Paine Wwebber Mitchell Hutchins, Inc.,
witness for Kentucky Power, recommended a return on common equity
for Kentucky Power of 17.5 percent based on his professional
judgment, the risk premium test, and a discounted cash flow
("DCF") comparison with industrial common stocks.zé/ Mr. Benore
determined the risk premium between lony-term U.S. government
bonds and AFP common eqguity to be 6 to 6.5 percentage points,
based on a study by 1bbotson and Sinquetield and a survey taken by
Paine Webber.éﬁ/ Adding those risk permiums to an expected 11
percent return on long-term U.S, government bonds produced a
required return of 17.0 to 17.5 percent.él/ Mr. Bencre also
performed a DCF analysis on the Standard & Poor's ("S&P") 400
Industrials because AEP has to compete against industrials for
investor's capital. Using the growth rate in nominal Gross
National Product as a guide and the sustainable carnings growth
("b x r") method, Mr. Benore developed a ygrowth rate of 11.5
percent tor his DCF analysis.ég/ Applying the 11.5 percent growth
rate to a current yield of 4.5 to 5.4 percent produced a required
return on S$&P 400 common eqguity of 16.0 to 16.9 percent.lg/ Mr.
Benore also calculated a 17.2 to 19.2 percent DCF-determined cost
of equity for Moody's 24 electric utilities and indicated that

this test confirmed that AEP's and Kentucky Power's cost of common

equity was 17,5 perccnt.iﬂ/
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Mr. Benore's testimony has some scrious limitations. In
his risk premium analysis he based his 11 percent return on
long-term U.S. Government bonds on an estimated 7 percent core
inflation rate and a 4 percent real return.il/ In his pretiled
testimony, Mr. Rothschild stated that the Ibbotson and Sinquefield

study concluded that the real return on long-term U.S. Government

bonds only exceeded intlation by 0.7 to 0.9 percent.iz/ Further,
Mr. Henore's own Schedule 14 indicated no premium between the
average inflation rate and the averaye return on lonyg-term U.S,
Government bonds. siven the Ibbotson and Singuefield study and
Mr, Benore's schedule, the expected return on U.S. Government
bonds should be 1less than 8 percent, given a 7 percent core
inflation rate. The indicated return on AEP's common equity,
based on the risk premium approach, would be substantially less
than 17.0 to 17.5% percent. One limitation ot the risk premium
approach is the fluctuation of the premium between bonds and
common equity, At the hearing, Mr. Benore agreed that the risk
premium betwecen bonds and common equity fluctuates with changes in
financial markets and has been négative in recent years.il/ The
Commission is not convinced that an historical average risk
premium is applicable to current bond rates to determine the cost
of common eyguity. The relationship between bonds and common
cquity changaoni over time and an historical averago reprosontation

of that relationship may not be valid.

Mr. Benore performed a DCF calculation for the cquity

capital to AEP and Kentucky Powcer. The Commission is not
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convinced that AEP is comparable in risk to industrials, as
roproasented by the SsP 400, The beta coefficient ("heta"), a
measure of market related risk, is .70 tor AEP and the avcerage
beta for the Moody's 24 electrics is also .70.31/ On the other
hand, the averaye beta for the S&P 400 is close to 1.0 and this
indicates more market related risk for the S&P 400.i§/ Also,
electric utilities in ygeneral have more stable revenues than the
firms in the S&P 400 which would tend to indicate lower relative
risk on the part of AEP and electric utilities as compared to the
sS&P 400.i§/ Mr. Benore comparcd the financial inteyrity of AEP,
Kentucky Power and the S&P 400 through the use ot six indicators
and determined that AEP's and Kentucky Power's financial inteyrity
was inferior to that of the S8&Pp 400.11/ The Commission is not
convinced that the financial ratios of a diverse group of
industrials are comparable to a homogcneous group of electric
utiilties or AEP. pDifferences, between AEP and the S&P 400, in

capital intensity and stability ot revenues would seem to preclude

a meaningful comparison of financial ratios. Mr., Benore did not
perform a DCF calculation for AEP becausc of the low level of

financial integrity being experienced by AEP and electric
utilities 1in gcneral.iﬁ/ llowever, this does not validate Mr.

Benore's method of pertorming a DCF analysis of the S&P 400 and

applying the results to AEP. The dividend growth rate for AEP,
both historical and projected, according to VvValue Line 1is 2
percent.ig/ Therefore, the DCF indicated return on eguity tor ALY
and Kentucky Power would bhe much lower than Mr, Benore's 17.5

percent estimate.
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Mr. Rothschild recommmended a 14.0 to 14.5 percent return
on equity based on Kentucky Power's requested capital structure
and a 13.75 to 114.25 percent return based on his recommended

50/

capital structure.— He developed those recommendations based on
an internally consistent DCF analysis, a comparable ‘;arnings
analysis and a risk premium ana]ysis.ﬂ/ Mr, Rothchild estimated
a 2.64 percent ygrowth rate for the Moody's 24 electrics and a .01
to 1.28 percent growth rate for AEP, based on the h x r method.éz/
In its brief, the Residential Intervenors supported the
recommended range of returns on common equity proposed by Mr.
Rothschild.23/

The Commission is not convinced of the validity of Mr.
Rothschild's risk premium analysis for the same basic rcasons it
doubts the validity and usefulness of Mr. Benore's risk premium
analysis. Mr. Rothschild used the b x r method to determine the
growth rate used in his DCF analysis. AEP's market to book ratio
has been less than 1 for more than 2 ycars and Kentucky Power has
paid dividends in cxcess of earnings since 1979.§i/ These two
facts indicate that Kentucky Power's earnings are inadeguate. 1If
carnings arce inadeguate, the b x r method tends to understate the
expected gygrowth rate and the ecentire DCF determined return on
cquity 1is understated., The Commission is not convinced that
Mr. Rothschild's recommended return on equity is adeqguate to
maintain Kentucky Power's current level of financial integrity,
let alone improve it,

The Commission recognizes the necessity of maintaining
Kentucky Power's financial integrity at an acceptable level to
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provide the financial flexibility it nceds. The Commission also
recognizes the additional risk associated with Kentucky Power's
highly 1leveraged capital structure and its high level of AFUDC
earnings. However, at the hearing, Mr. Malonecy stated that
Kentucky Power has a manaygeable financing program.éﬁ/ Therefore,
after considering a}l the evidence, including Kentucky Power's
current financial condition, the Commission is of the opinion that
a range of returns on equity of 16 to 17 percent is ftair, just and
reasonable. A ieturn on eguity in this range would not only allow
Kentucky Power to attract capital at recasonable costs to insure
continued service and provide ftor necessary expansion to meet
future requirements, but also would result in the lowest possible
cost to the ratcpayer. A return on common cguity of 16.5 percent
will allow Kentucky Power to attain the above objectives,

Applyiny rates ot 16.5 percent tor common equity, 10.39
percent for long-term debt and 10.77 peréent for short-term debt
to the capital structure approved herein produces an overall cost
of capital of 12.64 percent and provides a rate of return on net

investment of 12.49 percent, The Commission finds this overall

cost of capital to be tair, just and rcasonable,

REVENUEF REQUIREMENTS

The Commission has determined that Kentucky Power needs
additional annual operating income ot $2,139,06Y9 to produce a rate
of recturn of 16.5 percent on common eyuity based on the adjusted
historical test yecar,. After the provision ftor state and federal
income taxes there is an overall revenuc deficiency of $4,224,020
which is the amount of additional rcvenue yranted herein. The net
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operating income required to allow Kentucky Power the opportunity
to pay 1its operating expenses and fixed costs and have a
reasonable amount for eguity growth is $54,824,146. The required
operating income and the increase allowed herein are computed as

follows:

Net OUperating Income Found

Reasonable $54,824,146
Adjusted Net Operating Income 52,685,077
Net Operating Income DPecficiency 2,139,069

Additional Revenue Required $ 4,224,020

The additional revenue granted herein will provide a rate
of return on net original cost of 12.49 percent and an overall
return on total capitalization of 12.64 percent.

The rates and charges in Appendix A are designed to produce

gross operating revenue of $182,964,368 which includes other

operating revenue of $1,590,565.

OTHER ISSUES

Rate Design

Kentucky Power proposed chanyges to the Residential Electric
Service ("R.S$."), Large General Service ("L.G.S."), Municipal
wWaterworks ("M.wW."), ouantity Powor ("Q.P."), and Industrial Power
("1.P.") Taritts. 1In the R.S., Tariftt, Kentucky Power proposed to
decrease the number of steps in the eneryy charygye from three to
two. FPFor the L.G.S. Taritf, Kentucky Power proposced to reduce the
enerygy charye trom three steps to a single charyge for all KWH
sales and to add a demand charyge. For the M.w. Tariff, Kentucky

Power proposed to reduce the enerygy charge from two steps to a
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single charge for all KWH used. Additionally Kentucky Power
proposed to combine the Q.P. and I.P, tariffs into a new Quantity
Power tariff in which the delivering voltage determines the rates
to be charyed. None of the intervenors objected to the proposed
changes in the rate desiygn, but Mr, Anthony Martin, attorney for
the Residential Intervenors, objected to the "front loading" of
the residential rates,.

The Commission has accepted Kentucky Power's proposed rate
design methodoloygy but has adjusted the proposed revenue increase
in each block of each rate class by the percentaye of revenue
increase allowed herein divided by the reyuecsted revenue increase.

Kentucky Power proposed that since tariffs Residential
Service - Timc of Dbay ("R.S.-T.0.D.") and Residential Service -~
Load Management - Time o©of Day ("R.S.-L.M,-T.0.D.") are still
experimental and are tied to the R.S., tariff by a complex
methodoloyy, the Commissicn should follow the procedure used in

Case No. 8429, whereby Kentucky Power was ordered to file within

30 days from the date of the Order the R.S.~-T.0.D. and
R.S.-L.M.-T,0.D, taritfs tied to the methodoloyy approved in Case
No. 7687, General Adjustment of Rates of Kentucky Power Company,
The Commission accepts Kentucky Power's proposed changes in
the G.S, and L.G.,S5. taritts that would limit the avaflibility ot
service to new customers to loads of not more than 100 KW and,
1,000 KVA, respectively, Customers currently receiving service

under these tariffs may continue to receive service until their

load changes as specified in the tariff.



Fuel Cost Synchronization

In Case No. 8648, Adjustment of Rates for Wholesale
Electric Power to Member Cooperatives of East Kentucky Power
Cooperative, Inc., the Commission stated that the issue of fuel
cost synchronization would be investigated further to determine
whether an adjustment "to zero out the tuecl adjustment clause” for
each electric utility was necessary. Thus, the Commission has
investigated the possibility of such an adjustment in this case
even though no party of record proposed it,

Kentucky Power's witness Mr. boyle stated,

By the very nature of the fuel adjustment clause
mechanism e.g., the two month recovery 1lag, the
provision reyarding energy purchased during a forced
outage, it would be unlikely that fuel revenue and
tucl expenses would bhe cyual during any twelve month
period, Thecrefore, while a mismatch of varying
magnitude can be expected to recur, the net
difference between fuel gﬂﬁﬁ and revenue should not

be substantial over time.=—
During the hearinyg, Mr. Boyle provided a copy of his working

papers showing that fuel revenues exceeded fuel expenses by

approximately $1,352,598 during the test year.él/

Certainly, the Commission does not wish to give Kentucky
Power, or any other olectric wvtility, the opportunity to recover
the same tuel costs twice, Likewise, the Ccommidsion doos not winh
to penalize Kentucky Power or any other clectric utility unjustly.

However, the Commission is ot the opinion that an
adjustment of this type is not necessary at this time,
Furthermore, the Commission will not accept such an adjustment
until substantial evidence is presented to convince the Commission
that it is required.
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Cost Of Service Studies

Kentucky Power witness, Mr. Dennis Bethel, Senior Rate
Analyst in AEP Rate Department, filed an embedded non-time-
differentiated cost of service study to support proposed revenue
allocation and rate design changes. The study allocated capacity-
related costs among customer classes using the average of the 12
monthly coincident peaks (l12cp) of each <class, Certain
distribution <costs were classified into demand and customer
related costs by use of the minimum distribution system method,

Kentucky Power also filed six time~differentiated cost of
service studies in response to the Commission's Order in Case No.
8429. Kentucky Power witness, Mr. Mark Berndt, Rate Analyst in
AEP Rate Department, prepared the six studies, The primary
diftference between the studies was how the capacity related costs

were allocated to the customer classes. The allocation

methodologies used in the studies were tull availability dispatch,
proportional responsibility, probability of contribution to peak,
negative capacity days, loss of 1oad probability, and a
combination of full availability dispatch and 1loss of 1load
probability.

In the Order in Case No. 8429, the Commission cautioned
Koentucky Power that it would "be reluctant to deviate greatly from

the historical alloccation ot revenue until time-differoentiated
cost of survice studics arce submitted by Kentucky Powur.”ég/ A
table of <c¢lass rates ot return developed in the studies

is

presented in the testimony of Kentucky Power witness, Mr. Louis

Jahn, Manager ot Rate Research and Dbesign Division at AEP.sg/ A
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careful review of these results indicates that the rates of return
among classes do not vary signitficantly when different allocation
methodologies are used. Based on this observation Kentucky Power
proposed to use the results of the 12CpP method to allocate the
revehue increase among classes. However, this does not negate the
need for a time-differentiated cost of service study. According
to Mr. Jahn's testimony, a time-ditferentiated study is useful tor
desiygning time-ot-day rates.ﬁg/ Since time~of-day rates are
currently beiny studied, it is expected that there will be a
continuing need to present at least onc time-differentiated study
in future rate cases. Kentucky Power witnesses, Mr., Jahn and Mr.
Berndt, indicated a preference for the method which combined the
full availability dispatch and loss of load probability.8l This
combination incorporates the historical perspective of the full
availability dispatch and the torward looking perspective of the
loss of load probability. Whichever model is used in the future,
sutficient documentation must be provided to allow the Commission
and intervenors to examine alternative assumptions and
allocations,

For determininy revenue allocation in the present case, the
Commission finds that the results of the 12CP cost of scrvice
study provide an adequate reference for its determination.

Interclass Risk Analysis

In responsue to the Commission's Order jn Casc No, B429,
Kentucky Power prepared a study to determine it risk differences
botween customer classes could be identified and used to assign
income responsibilities, Kentucky Power witness, Mr, Bethel,
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performed the study and presented the conclusions in his
testimony. One phase of the analysis consisted of regressing
several financial variables against the dependent variables, Value
Line Betas and S&P's bond ratings, which are two commonly used
measures of risk. The financial variables, percent residential
and percent industrial revenues, were found to be statistically
insignificant in explaining the variation in Beta or bond rating.
Another phase ot the analysis ranked customer classes according to
the variations in class revenues, revenues excluding fuel and kwh
sales over time, Since no consistent ranking of class could be
developed, it was concluded that risk differences between classes
of customers should not be considered in assigyning rates of return
to classes,

Although there were some guestions concerning data and cer-
tain details ot the analysis, the Commission finds the study to be
a reasonable attempt at addressing a very diffticult subject. As
Kentucky Power continues its efforts to equalize class rates of
return gradually, the significance of this type of analysis

increases, Thus the Commission expects the concerns it raised in
its previous Order to continuce,

Revenue Allocation

Kentucky Power witness, Mr, Robert Bibb, Rates and Tariffs
Manaycr tor Kentucky Power, prescented class allocations ol revenuu
increases hased on the results of Kentucky Power's embedded cost
of service study. Generally, the proposed revenue increasc was
distributed to tne customer classes on an inverse relationship to
the current class rates of return. For instance, the largest
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percentage increase in rates is proposed for the residential
class, which provides the lowest rate of return, The residential
class currently provides a 6.34 percent rate of return and a 20
percent revenue increase is proposed.ﬁg/ The revenue increase of
20 percent 1is the maximum increase proposed for any class of
customers. Mr. Bibb testified that Kentucky Power's objective is
to gradually equalize class rates of return and that it would take

approximately five more rate cases for Kentucky Power to realize

this objective.gg/

KIUuC witness, Mr. George Gerasimou, presented an
alternative class allocation of revenue increases. His
alternative was developed usiny the results ot Kentucky Power's
embedded cost of service study. However, rather than establish a
maximum revenue increase to any class of customers Mr. Gerasimou
proposed that the objective of equalizing class rates of return be
accomplished in three rate cases.éi/ This approach would yield a
26 percent incrcasc tor the residential class and increasces for
the general service, large yeneral service and industrial classes
that are smaller than those proposed by Kentucky Power,

The Commission notes that there bhas been some movement
toward egualizing class rates of return from the last case to this
case. Although the movement has been small, the Commission finds
that it conforms to its notion of gradual shifting ot class
revonuon, Thoretore, the Commission finds that the revenue
allocation proposed by Kentucky Power is rcasonable and that the

revenue fncreasce grantoed in this case should be allocated in

similar proportions to thosce proposed by Kentucky Power,
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Interruptible Tarift

Pursuant to the Order in Administrative Casc No. 203, Rate-

making Standards 1Identified in the Public Utility Regulatory

Policies Act of 1978, Kentucky Power has ftiled an interruptible
rate schedule in this case. The schedule makes interruptible ser-
vice available to customers with demands of at least 5,000
kilowatts,

Kentucky Power witness, Mr., Jahn, testitied that the
interruptible schedule reflects a 15 percent discount as compared

to the firm service tariff.éé/ The 15 percent discount was ,based

on the experience of other AEP companies. However, Mr, Jahn
stated that the 15 percent discount may be altered in future rate
cases depending on the expericnce gained.ﬁﬁ/ Mr. Jahn further
testified that presently there are 17 customers who would gualify
for interruptible service and that Kentucky Power plans to contact
these customers and inform them of the availability of the tariff

if the tariff is approved.éz/

The Commission is of the opinion that an interruptible rate
is a reasonable means to attempt to control load growth. The
Commianion {ntends to e¢ncourage such rates., Therefore, the
Commission has approved the proposed interruptible taritf with the
understanding that Kentucky Power will use the tarift to asscess

the potential interest of its customers. In its next rate case,

Kentucky Power should report on its ecfforts to determine the

interest in the tariff and consider proposing modifications that
are cost-justified and which may promote a wider use of the

tariff.
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Price Elasticity Adjustment

Kentucky Power witness, Mr. Jahn, provided an alternative
set of rates for the R.S., General Service ("G.S."), L.G.S. and
Q.P. tariffs .28/ The rates he provided were developed by
adjusting the  historical billing determinants for a price
elasticity effect. Mr. Jahn's reasoning for the adjustment is
that if higher prices or rates are gyranted, then one should expect
a reduction in the billing determinants, which reflect the
gquantity of electricity demanded.

In order to measure the price elasticity ceftect, multiple
regression analysis was performed. Multiple regression analysis
is a statistical technigue which examines the variation in one
variable, called a dependent variable, in terms of several explan-
atory variables, called independent variables. The result ot the
analysis 1is a mathematical relationship between the independent
variables which minimizes the wvariations in the dependent vari-
able. In the case where there is only one independent variable,
regression analysis can be thought of as tinding the line which
best fits the data points. The principle of multiple reygression
analysis is the same.

A regression model for the residential class of customers
was developed, The dependent varfabhle was the kwh conoumption per
customer, The indepondent variables were the real marginal price
ot elvctricity, income and wcather, A third reyression model was
developed ftor the industrial class ot customers. The dependent

variable was annual kwh consumption by the class. The independent
variables were average price, manufacturing employment and a
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manufacturing production index. Since the logged values of all of
the variables except weather were used in the reygression analysis,
the regression cocfficients for the price of electricity were
considered estimates of price elasticity for ecach class. The
price elasticity estimates for the residential, commercial and
industrial classes were -.628, -,219 and -.315, respectively.ég/
The standard error associated with these price elasticity
estimates were ,1937, .1287 and ,0892, resyectively.lg/

Mr. Jahn testified that the only independent variables that
were used in the computer runs ot the reyrcession models were those
presented in the final model. Other than data transformations, no
alternative vavriables were subjected to statistical analysis.ZA/
Further, Mr. Jahn's models for the residential and commercial
classes only considered historical data from 1970 through 1979.22/
He testified that this was a consequence of their reliance on data
bank services and that it would be cost-irohibitive for Kentucky
Power to preparc¢ more current information .23/ Based on previous
models tiled with the Commission, there arce other relevant and
more current economic and demographic data that should be
considered and subjected to statistical analysis,

In addition, the Commission in its rate-makinyg procedures
employs a historical test year and considers pro forma adjustments
for known and measurable changes in expenses. ¥Yor cxample, if a
utility provides evidence that a union contract calls for a 5
percent increase in the near future and the Commission finds the
amount rcasonable, the historical wagygcs are adjusted to reflect
tho chango, Howaver in the case of a price elasticity adjustmoent,
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the wutility 1is presenting the Commission with a statistical
estimate to be considered as known and measurable, Consider the
thrust of this request in this case. For instance, Kentucky Power
is asking the Commission to allow it to adjust the billing
determinants used to set rates for the residential class of
customers based on the price elasticity estimate of -.628.
However it the 95 percent confidence interval of this estimate is
calculated, one calculates a range of -1.007 to -.249.15/ That
is, one can be 95 percent confident that the true price elasticity
value falls in the above range. Similar confidence intervals can
be calculated for the commercial and industrial price elasticity
estimates, The Commission's known and measurable standard was
never intended to extend to such uncertain adjustments,

Finally, Mr. Jahn testified that Kentucky Power has never
included a price elasticity adjustment in any previous rate cases
and that historically stockholders have absorbed the risk of sales
lost due to price increases.lé/ This observation supports the
Commission's previously stated position that the business risk
associated with a price elasticity adjustment is alrcady

internalized in the stockholder's risk and return cvaluation

associated with utilities in Kentucky.76/

Therefore, the Commission aenies the price elasticity

adjustment proposcd by Kentucky Power,
SUMMAKY
The Commission, having considered the evidence of record,

and being advised, is of the opinion and finds that:
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l. The rates in Appendix A are the tair, just and
reasonable rates for Kentucky Power and will produce yross annual
revenue of approximately $182,964,368.

2. The rates of return ygranted herein are fair, just and
reasonable and will provide for the financial obligations of
Kentucky Power with a recasonable amount remaining for equity
yrowth,

3., The rates proposed by Kentucky Power would produce
revenue in excess of that found reasonable herein and should be
denied upon application of KRS 278.030.

IT IS THEREFORE ORDERED that the rates in Appendix A be and
they hereby are approved tor service rendered by Kentucky Power on
and after September 20, 1983.

IT IS KFURTHER ORDERED that the rates proposed by Kentucky
Power be and they hereby are denied.

IT IS FURTHER ORDERED that within 30 days from the date of
this Order Kentucky Power shall file with the Commission the
R.S.~-T.0.D. and R.S.-L.M.-T.0.D. tariff sheets which are to be
tied, under the methodoloyy approved in Case No, 7687, to the R.S.
rates established herein.

I'T 18 FURFTHER  ORDERED that the ALG,'n motion to revoko
certificate be and it hereby is granted to the extent that the
Commission has initiated Case No. 8904, An Investigation ot the
Necessity and Usefulness ot and the Cost Responsibility For the

Hanging Rock-Jefferson 765-KV Transmission Linc Under Construction

By Kentucky Power Company.
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IT IS FURTHER ORDERED that within 30 days trom the date of
this Order Kentucky Power shall file with the Commission its

revised tariff sheets settinyg out the rates approved herein.

Done at Frankfort, Kentucky, this 20th day of September, 1983.

PUBLIC SERVICE COMMISSION

Chairm

Did not participate
Vice Chairman

Md@xm%

Commissioner

ATTEST:

Secretary
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APPENDIX A
APPENDIX TO AN ORDER OF THE KENTUCKY PUBLIC SERVICE
COMMISSION IN CASE NO. 8734 DATED SEPTEMBER 20, 1983.

The following rates and charges are prescribed for the
customers in the area served by Kentucky Power Company. All
other rates and charyges not sjecitically mentioned herein shall
remain the same as those in eftect under authority of this
Commission prior to the effective date of this Order.

TARIFE R, S,
(Residentlal Service)

RATE
Service Charyc S 3.60 per month
Energy Charge
First 500 kwhrs per month 4,570 £ per kwhr
All Over 500 kwhrs per month 3.990 ¢ per kwhr

TARIFF G. S.
(General Service)

Customers receiving service under this tariff on or
prior to Sceptember 20, 1983, with demands less than 100 kw may
gualify tor service under this tariff only tor continuous
service at the premises occupied by the customer on September
20, 1983, and only until such time as their contract capacity
or normal maximum capacity reqguirements exceed 100 kw,

Scrvice Charge

Non Demand Metered Customers $ 8.55 per month
Demand Mcetered Customers 9.70 per month

Energy Charge

Kwhrs egual to first 50 times

kw of monthly billing demand 6.232 # per kwhr
Kwhrs ogqual to next 150 times

kw of monthly billing demand 5.189 £ per kwhr
Kwhrs in excess ot 200 times

kw of monthly billing demand 4.035 ¢ per kwhr

Equipment Credit: $.27 per kw of monthly billing demand.

Minimum Charge: The Service Charge plus $3.72 per kw and as
Turthor specified in tarify,



TARIFF L. G. S.
(l.arge General Scrvice)

Availability ot Service: Available tor yeneral siervice,
Customers shall contract tor a definite amount of electrical
capacity in kilovott—-amperes, which shall be suftficient to
meet normal maximum requirements but in no case shall the
capacity contracted for be less than 50 kva. The Company may
not be required to supply capacity in excess of that

contracted tor except by mutual agreement. Contracts will be
made in multiples of 25 kva,

Etfective september 20, 1983, this tariff will only
be available to: 1) existing customers served under Tarift
L.G.S. and only for continuous service at the premisc
occupied by the customer on September 20, 1983, 2) new
sc¢condary voltaye customers, and 3) new primary voltage
customers with contract cajpacities below 1,000 kva,

Service Charge: $63.20 per month
Demand Charge: S 1.1C per kva
Energy Charge: 4.009¢ per kwhr

Minimum Charge: The Service Charyge plus $3.49 per kva of
monthly billiny demand and as further specitied in tarift,

Delivery Voltayge Charge: $.26 per month per kva of monthly
billiny demand.

Equipment Credit: $.40 per kva ot monthly billing demand,

Term of Contract: Contracts under this taritf will be made
for not less than 1 year initial period with selt-renewal
provisions for successive periods of 1 year each. The

Company will have the right to make contracts tor periods of
longer than 1 year.

TARIFLE Q. P.
Quantity Power

Availability of sScrvice: Available for power service,
Customers shall contract tor a definite amount of clectrical
capacity in kilJownttn which shall be nufticient to moet
normal maximum requirements, but in nou case shall tho
capacity contracted for bhe less than 1,000 kw. The Company
may not be required to supply capacity in e¢xcess of that
contractoed tor except by wmutual agreement, Contracts will be
made in multiples of 100 kw,
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RATE: Delivery voltage
2.4 Kv - 34,5 Kv - Above
12.5 Kv 69 Kv 69 Kv
Service Charge Per Month: $155.00 $555.00 $1,229.00
Demand Charge Per Month: 7.15 6.43 6.34
Energy Charge Per KWHR: 1.849¢ 1.812¢ 1.797¢

Reactive Demand Charge
For ecach kilovar of lagging
reactive demand in excess of
50 percent of the kw of
monthly billing demand ... $.42 per kvar

Delivery Voltage: The rate sct forth in this tariff is based
upon the delivery and measurement of enerygy at the same
voltage. As indicated in the paragraph under "rates" the
voltage at which service is delivered will determine the
applicable rate.

Equipment Supplied by Customer: The customer shall own,
operate, and maintain equipment, including all transformers,
switches and other apparatus necessary tor receiving and
purchasing electric energy at the voltayge ot the transmission
or distribution line from which service is delivered,

Monthly Billinyg bemand: The billing demand in kw shall be
taken cach month as the highest single 30-minute integrated
peak in kw as registered during the month by a demand meter
or indicator, or, at the Company's option, as the highest
registration of a thermal typc demand meter or indicator,
The billing demand shall in no event be less than 60 percent

of the contract capacity of the custowmer, nor less than 1,000
kw,

The reactive demand in kvars shall pe taken cach month as
the highest single 30-minute inteyrated peak in kvars as
registered during the month by a demand meter or indicator or at
the Company's option, as the highest registration of a thermal
type demand meter or indicator.

Delayed pPaymont Charge,

This taritf is net if account is paid in tull within 15
days of date of bill. On all accounts not so paid, an additional
charye of S percent of the unpaid bhalance will be made,



Minimum Charge: This tarilf jis subjcct to 8 minimum monthly
chargce equal to the sum ot the service charge and the demand
charye multiplied by the yreater of a) 1,000 kw, or b) 60 percent
of the customer's contract capacity.

Term of Contract: Contracts under this tariff will be made for

not less than 2 years initial period with self-renewal provisions
for successive periods of 1 year each, Either party may terminate
the contract with at least 1 ycar written notice to the other of
the intention to discontinue service; however, the contract may
not be terminated during the initial period. The Company will
have the right to make contracts for periods of longer than 2
ycars,

Special Terms and Conditions: Sec Terms and Conditions of

Service,

This tariff is available to customers having other sources
of enerygy supply.

This tariff is available tor resale service to leyitimate
electric public utilities and to mining and industrial customers
who furnish service to customer-owned camps or villages where
living quarters are rented to employees and where the customer

purchases power at a single point for his power and camp
requirements.

TARIFF M. W,
{Municij.al Waterworks)

RATE

Service Charge: $19.80 per month

Energy Charge:

All kwhrs used per month 3.826 £ per kwhr

Minimum Charge: The Service Charge plus $2.25 per kva as

determined from customer's total connected load and as
turther specified in tariff.

TARIFF T.R.P.
{Interruptible Power)

AVATLAUBTILTIY OF SERVICE,

Available to industrial customers whose plants are located

adjacent to exlating transminsion lines ot the Company when the
Company has sufticient capacity in gencrating stations and other
facilities to supply the customer's requirements., The Company

reserves the right to specify the times at which deliverics
hereunder shall commence.
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The customer shall contract for a definite amount of
electrical capacity which shall be sufficient to meet his normal
maximum requirements and the Company shall not be required to
supply capacity in excess of that contracted tor except by mutusl
agreement, Contracts hereunder will be made for minimum
capacities of 5,000 kilowatts,

RATE.

belivery Voltage

34,5 Kv - Above
69 Kv . 69 Kv
Service Charge per month $555.00 $1,229.00
Demand Charge per kw $ 5.47 $ 5.39
Eneryy Charye per kwhr 1.812¢ 1.797¢&

Reactive Demand Charge
For each kilovar of lagging reactive
demand in cxcess of 50% of the kw of
monthly billing demand . . . . . « + . . $.42 per kvar

DELIVERY VOLTAGE.

The rates set forth in this tariff are based upon the
delivery and measurement of encrygy at the same voltaye. Company
shall determine and advise customer which ot its lines will be

utilized to deliver service hereunder and shall specify the
voltaye thereof,

Customer shall own, operate, and maintain all necessary
substation equipment, including transformers and appurtenances
thereto, tor receiving and purchasing all electric encryy at the

delivery voltage. Company shall own, opcrate, and maintain
necessary metering cguipment,

FUEL ADJUSTMENT CLAUSE

Bills computed accordiny to the rates set forth herein will
be increased or decreased by a PFuel Adjustment PFactor per kwh
calculated in compliance with the Fuel Adjustment Clause contained
in Sheet S5-1 and 5-2 of this Tarif{ Schedule,



MONTHLY BILLING DEMAND.

The billing demand in kw shall be taken each month as the
highest single 30-minute inteyrated peak 1in kw as registered
duringy the month by a demand meter or indicator, or, at the
Company's option, as the highest registration of a thermal type
demand meter or indicator, The billing demend shall in no event

be less than 60% of the contract capacity of the customer, nor
less than 5,000 kw,

The reactive demand in kvars shall be taken each month as
the highesl single 30-minute integrated peak in kvars as
reygistered during the month by a demand meter or indicator, or, at

the Company's option, as the highest registration of a thermal
type demand meter or indicator.

MINIMUM CHARGE.

This tarift is subject to a minimum monthly charge equal to
the sum of the service charge and the demand charge multiplied by

the greater of a) 5,000 kw or b) 60% of the customer's contract
capacity.

DELAYED PAYMENT CHARGE.

Bills computed under this tariff are due and payable within

15 days of date of bill. Oon all accounts not so paid, an
additional chargye of S% of the unpaid balance will be made.

TERM OF CONTRACT.

Contracts uncer this tariff will be made tor not less than
5 years with self-renewal provisions for successive periods of 1
year each, until either party shall give at least 1 year's written
notice to the other of the intention to discontinue at the end of
any yearly period. The Company will have the right to make
contracts for periods of longer than 5 years,



TARIFF I.R.P. (cont'd)
(Interruptible Power)

CONDITIONS OF SERVICE.

1.

The interruptible 1load shall hke shall be separately
served and metered and shall at no time be connected to
facilities serving the customer's ftirm load.

All local facilities for interrupting servicu to the
interruptible load will be owned by the customer,

The freguency and duration ot interruption shall not be
limited.

In the event the customer fails to curtail 1load as
requested by the Company, the Company reserves the
right to interrupt the customers entire load,

No responsibility of any kind shall attach to the
Company for or on account of any loss or damage caused
by or resulting trom any interruption of this service.

SPECIAL TERMS AND CONDITIONS,

See Terms and Concditions of Service.



